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Consolidated Financial Statements 
of International Companies in Accordance 
with SEC Requirements 
by KARL A . HERRHAMMER 
Partner, New York Office 
Presented before a meeting of the financial officers and 
accountants of the Badische Anilin- & Soda-Fabrik A.G., 
Ludwigshafen al Rhein, West Germany -— April 1970 
A FEW YEARS AGO, in my country, when someone spoke of a multina-tional company, it was assumed that he was referring to a U . S . com-
pany with operations abroad. That situation is changing rapidly. In re-
cent years, foreign investments in the United States have been increasing 
at a far greater rate than have American investments in other countries, 
and B A S F (Badische Ani l in - & Soda-Fabrik A . G . ) is one of the leaders 
in this respect. Americans are now becoming as familiar with the names 
and products of German companies as Germans are aware of our General 
Motors and its products. 
M y purpose today is to outline some of the problems you can expect 
to encounter in preparing consolidated financial statements for American 
use. In so doing I shall try to give you an overview of reporting varia-
tions in accounting practice, problems resulting from currency valuations 
and international auditing problems. The main point is that if you plan 
to register stock on the American capital market, a company will have to 
abide by the reporting requirements of the Securities and Exchange Com-
mission, which we refer to as the S E C . 
THE SEC AND U.S. GENERALLY ACCEPTED 
ACCOUNTING PRINCIPLES 
I think it would be well to take a minute to talk about the regulatory 
body that you will be concerned with. 
The S E C has established accounting requirements that govern the 
type, the form, and the content of the financial statements, but generally 
speaking it does not actually specify the accounting principles to be used. 
The accounting principles and practices are established by the account-
ing profession and are expressed in the Accounting Principles Board pro-
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nouncements of the American Institute of Certified Public Accountants. 
It is therefore important for you to know that the contents of the fi-
nancial statements will be governed both by the specific regulations of 
the S E C and by generally accepted accounting principles established by 
the accounting profession. A German company filing a registration state-
ment will be governed basically by the same rules and principles as a 
company domiciled in the United States. 
REPORTING REQUIREMENTS AND VARIATIONS 
FROM GERMAN PRACTICES 
The statements required are :* 
a. A balance sheet as of a date generally within 90 days prior to 
the filing date, and if this balance sheet is not certified by a C P A , 
it must be accompanied by a certified balance sheet as of a date 
within one year. 
b. A statement (or summary) of income for each of the five previous 
years, of which the last three must be certified (in most cases, to 
comply with the recommendations of the underwriters, all five 
years are certified). 
c. A statement showing the changes in surplus for each of the three 
years preceding the balance sheet date. 
A s to the format and content of the statements, I should like to point 
out one or two ways in which American practice differs from the Ger-
man. American company balance sheets highlight the company's work-
ing capital position by showing current assets and current liabilities 
first, followed by fixed assets and stockholders' equity, whereas the Ger-
man presentation emphasizes investment in fixed assets and equity ac-
counts by listing them first. 
The income statements of German companies show much more de-
tail but, because you are required by law to show such items as salaries 
and wages and social security payments separately, do not show separate 
categories for cost of sales and selling, general, and administrative ex-
penses. These differences require reclassifications for which provision 
has been made in your S E C Accounting Manual. In some of your com-
*SEC rules have since been changed to require also a statement of source and ap-
plication of funds statement for three years. 
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panies this information is available, but in others these categories must 
still be estimated. It is also interesting that in Germany income taxes are 
combined with property and other taxes rather than highlighted by sepa-
rate presentation as is done in U . S . statements. 
Further, there is a basic difference in philosophy between presenta-
tion of German and American income statements. The American investor 
is concerned primarily with a company's future expectations as reflected 
in past earnings growth, and he expects that unusual transactions that 
may complicate his year-to-year comparison will be given special atten-
tion. Hence, where such unusual transactions have occurred, it is manda-
tory that they be reported separately (with their tax effect) from normal 
operations. Such items might include material gains or losses from the 
sale of investments, or from abandonment of a plant, or from a major re-
valuation of foreign currencies. To report such extraordinary occurrence, 
we show first the income before an extraordinary item, followed by the 
extraordinary item, and finally we show net income. In addition, any ma-
terial adjustments resulting from events that occurred in prior years are 
reflected as retroactive adjustments to the earnings of the prior years 
rather than included in current-year results. 
Our treatment of extraordinary and prior-period items differs from 
German practice in that German statements include all profit and loss 
items that occurred during the year in the calculation of the "year's net 
earnings," with no distinction made for items that may be extraordinary 
in nature or that may be related to a previous year. Accordingly, if there 
are any such items in your profit and loss statement, they should be dis-
closed in a footnote to that statement. 
You have also noted from your Accounting Manual that American 
reporting requires a statement (or statements) showing the changes in 
all surplus categories, i.e., legal reserves, free reserves, and profit and loss 
(which we refer to as retained earnings). For example, all dividends de-
clared are shown in the report as a charge against the retained earnings. 
Under German practice, the profit that the board of directors recom-
mends for distribution to stockholders is usually excluded from stock-
holders' equity and shown in the balance sheet separately as the last 
item, and if one wishes to determine the amount of dividends paid dur-
ing the year, he must refer to the commentary section of the report of the 
previous year. 
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Let us now consider consolidation practices. It is interesting to note 
that only one country outside North America requires consolidation for 
financial reporting, and that country is Germany. But up to now the Ger-
man consolidations generally included German subsidiary companies on-
ly, whereas the trend in our consolidations is towards inclusion of all 
majority-owned subsidiaries regardless of where located, whether domes-
tic or foreign. 
The S E C requires that the consolidation principles followed be 
stated in a note to the financial statements, and so, not surprisingly, 
Note 1 in most S E C filings is entitled "Principles of Consolidation." 
I said that (to conform to general practice in U .S . ) all majority-
owned subsidiaries should be included in the consolidation. There are, 
however, some exceptions to this rule in those cases in which the business 
of a subsidiary is so different from that of the parent that separate state-
ments for it are considered more informative. This applies generally to 
insurance companies and building institutions, which are not consoli-
dated with industrial or commercial companies. For example, General 
Motors does not consolidate its finance and insurance subsidiary or its 
dealerships. Another exception applies to countries with unstable cur-
rency conditions and exchange controls and restrictions, Today this still 
applies to some South American companies. 
Fifty-per-cent-owned companies are not subsidiaries and therefore 
are not consolidated. One way to account for this type of investment is to 
reflect the investment at cost and to recognize as income only dividends 
received. There is another way, however, which is becoming more preva-
lent in our practice, and that is to adjust the investment account to reflect 
the parent company's equity. 
Another point in the case of 50%-owned companies on which the 
other 50% ownership is held by a single interest is that the S E C re-
quires that for all such participations, if they are significant, separate fi-
nancial statements must be filed. But that can be done on a combined ba-
sis, i.e., combined financial statements for all of them. These statements 
are subject to the same rules as the consolidated statements. Now in the 
case of your company, as you will have seen from the Accounting Man-
ual, we will have quite a number of such 50%-owned companies. 
Disclosure of the business entity's equity in foreign net assets and 
profits and losses is also required, and such data are also furnished in a 
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note or a schedule to the financial statements. I believe, however, that 
the S E C will not ask for disclosure of foreign assets and liabilities, etc., 
that are included in the consolidated D M [Deutsche Mark] balances, 
as this requirement seems to apply only to United States parents with 
foreign operations. But I think that a geographical summary of assets, 
liabilities, and operations will be acceptable. 
But to avoid any misunderstanding, however, you should know that 
the S E C requires that "the basis of conversion into German marks of the 
foreign currencies included in the consolidated financials be stated, and 
that the amount and disposition of the resulting unrealized profit or loss 
be shown" for which provision was also made in the Accounting Man-
ual. The foreign currencies are converted into German marks at various 
rates. But this subject is being discussed by another speaker; therefore I 
shall not dwell further on this matter. 
But just one more comment on foreign exchange. Since the financial 
statements are prepared for U . S . readers, the S E C regulations and pre-
vailing accounting practice suggest that all figures in the financial state-
ments be given not only in German marks but also in U . S . dollar equiva-
lents generally computed at the rate in effect at the date of the balance 
sheet. 
We have talked about reporting practices. Now a few comments on 
accounting principles. Variations may result from the accounting treat-
ment of taxes, special reserves, recording of depreciation, deferment of 
charges, in some countries from revaluation of fixed assets or currency in-
flation, or merely from specific laws of the countries in which a company 
is domiciled. 
The following are some examples. In Germany, deferred taxes can-
not be reflected in financial statements. In the U .S . , deferred tax account-
ing has been a much discussed topic in recent years and the practice is 
now mandatory. In some countries, taxation laws allow accelerated de-
preciation on fixed assets. The benefits obtained through this method in 
the earlier years are, of course, at the expense of a corresponding reduc-
tion in depreciation deductions available for those assets in later years. 
Now, where the accelerated method is not adopted for financial account-
ing purposes (an option we have in the U . S . and some other countries— 
in other words, where straight-line depreciation is used), there is a dif-
ference between taxable and financial income throughout the life of the 
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asset. Deferred tax accounting recognizes that difference and matches re-
ported tax expense with reported income. Through additional tax expense 
provisions made in the earlier years, a credit is placed in the balance 
sheet, which will flow into the income account when the situation re-
verses itself. W e refer to these differences as timing differences. Such tim-
ing differences may arise between taxable and financial income in many 
areas other than depreciation. 
Another difference between German and American principles exists 
in the treatment of capital gains on the sale of fixed assets. Your income 
tax law permits deferral of such gains. I am referring to the special re-
serves as provided by Article 6 b of the German Income Tax Law. Under 
our standards, the gain would usually be recognized in the year in which 
it was realized. 
A s to property, there are accounting practices around the world that 
are often more conservative than ours, and sometimes less conservative. 
South American countries revalue fixed assets upward to reflect higher 
current valuations caused by inflationary forces. Some Dutch companies 
reflect replacement values in property costs and depreciation charges. In 
some other countries property is undervalued because rates used for an-
nual depreciation have no relation to the estimated life of the property. 
For example, the French allow increased depreciation allowances based 
on the ratio of a company's export sales to total sales. 
In Brazil many companies do not record depreciation on buildings 
because it is not an allowable expense for income tax purposes. But build-
ings do generally depreciate whether the government agrees or not, and 
if this situation exists in any of your Brazilian subsidiaries, appropriate 
disclosures may be necessary. Incidentally, the same situation applies to 
Australian companies. 
In America there has been much discussion, pro and con, about the 
advisability of carrying property at current values, but the principle re-
mains in effect still that property should be valued at its cost and depre-
ciated over a useful life that is reasonably in line with its actual produc-
tive life. This is also a requirement in Germany. 
In some countries, inventories are valued below cost or market. 
For example, the Danes permit a reduction for tax purposes up to 
30 per cent of cost. Some Danish companies reflect this reduction in the 
financial statements and others reflect it only in the tax returns. Incident-
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ally, the same situation applies to Swiss companies where, I believe, a 
reduction is permitted up to 34 per cent. 
The French have tax regulations, in effect since 1959, permitting 
the companies to set up a reserve for price increases in inventories to 
grant them a tax deferment for six years. Most French companies charge 
the provision for this reserve directly to expenses, although it is not an 
expense, but forget to set up a tax deferment that will be payable after 
six years. 
I mentioned earlier that Germany and United States are the coun-
tries that do consolidate parent and subsidiaries for reporting practices. 
But the consolidation practices required by German law are completely 
different from ours. As most of you know, the Germans eliminate the in-
vestment account against the subsidiary's capital stock and reserves as of 
the close of the year, and the difference is shown in the balance sheet as 
a Konsolidierungsposten (debit or credit). Under our procedures we eli-
minate on the basis of the difference that existed at the date of acquisi-
tion and establish the amount of goodwill, if any, that was reflected in 
the purchase price. I admit the foregoing explanation is quite a simpli-
fication of the variation in the accounting practices because I have not 
even touched on other acceptable U . S . methods used when a so-called 
pooling of interest is concerned. The differences between the methods 
may in some cases have a large effect on the financial statements and in 
your consolidation will require most careful consideration. 
Having discussed some of the areas of international accounting dif-
ferences, let us consider what this will mean to your company. First we 
need a review of your accounts and those of your subsidiaries and 50%-
owned companies to identify the areas in which material accounting dif-
ferences exist and to ascertain the effects that would result from applica-
tion of U . S . principles. Then we must make certain that this information 
is reported correctly to the Home Office for purposes of consolidation. 
That is why the Accounting Manual calls for a full explanation of such 
differences in the Note 1 to the financial statements. Obviously, a deter-
mination of such differences requires proper knowledge by your auditors 
not only of the accounting principles of the country in which the com-
pany is located, but also of the principles that are generally accepted in 
the U . S . A . 
Now you may well ask what we expect to do with this information 
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at the Home Office. Wel l , we shall study and summarize it, determine 
which of the differences are material in relation to the very large figures 
of the consolidated financial statements, and then we shall prepare a 
footnote (again Note 1) to explain the differences and their effect on the 
consolidated statements. I hope this does not sound too simple, because 
it isn't, and let me assure you the composition of this note will need 
some careful consideration requiring seasoned professional judgment. 
I said that we shall disclose the differences. Now subject to the ma-
teriality of these differences, it is hoped that the S E C will agree that the 
financial statements do not actually have to be adjusted to reflect U . S . 
accounting principles, but only need to be conformed so far as practicable 
with U . S . reporting practices. 
This would represent a concession by the S E C for which there would 
be little precedent. It would reflect a recognition by the Commission- of 
the giant size of your company, the magnitude of its world-wide opera-
tions, and an awareness of the practical difficulties that would confront 
you if you were expected to adjust the financials. The prospectus of one 
other large company, Phillips N . V . of Holland, indicates that the results 
of operations have been presented in conformity with generally accepted 
accounting principles in the Netherlands. But it is also interesting to 
note that in the Phillips summary of earnings the net income has also 
been presented on the basis of U . S . accounting principles, and that has 
been done by estimating adjustments for the major differences between 
U . S . and Netherlands accounting. 
INTERNATIONAL AUDITING PROBLEMS 
The S E C places great reliance on the auditors' certificate that must 
appear in the registration statement. A l l participating auditors must meet 
U . S . requirements. Now, there are wide differences among countries as 
to the auditors' standards in the areas of independence as well as in the 
scope of examination. 
A s to independence, the S E C has exhibited strong views, stating that 
the auditor's independence is paramount. In this connection you may 
have noted in the Accounting Manual that the auditor performing the 
audit has been requested to include in his certificate a paragraph attest-
ing to his independence under the S E C rules. For example, no partner in 
our firm can own any stock of your company or any other client, regard-
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less of whether or not he has any involvement with the particular client's 
affairs. 
The important areas of difference in auditing usually concern inven-
tory observation and conformation of accounts receivable and review of 
the existing internal controls procedures, practices that in the United 
States have been required for over thirty years. Today, in many countries 
these procedures are regarded as desirable, but the auditors in those 
countries do not violate a rule of professional conduct if they do not per-
form them. 
CONCLUSION 
Early in my talk I mentioned that the S E C requires that the date of 
the financial statements of a registrant be within 90 days of the date the 
statement is filed with the Commission. For example, if the company 
wants to file a registration statement the financial statements of which 
are dated as of December 31, 1970, the registration must be filed with the 
S E C in Washington no later than March 31, 1971. Or if your Board of 
Directors should decide that it is opportune to file with statements dated 
as of June 30, 1971, the registration must be in Washington no later than 
September 30, with certified financials as of December 31 and unaudited 
financials as of June 30. 
To get financials ready for filing within a 90-day period is quite a 
job even for companies accustomed to such filings. But, let me assure you, 
for a company such as yours, with its world-wide operations, the prepara-
tion of financials for a first filing will be a considerable undertaking. The 
1969 consolidation will help us to pinpoint the problems and give us a 
timely opportunity to solve them. Wi th the experience we gain now, the 
completion of an actual registration statement in the future will 
be greatly facilitated. 
